IN THE UNI TED STATES BANKRUPTCY COURT FOR
THE EASTERN DI STRI CT OF TENNESSEE

I N RE
NO. 95- 15306
THE KRYSTAL COVPANY
Chapter 11
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[ ENTERED: 3-12-96]

MEMORANDUM

This case is before the court upon the Anmended and Rest ated
Motion for Authority to Pay Certain Taxes filed by the Krysta
Conmpany, the debtor in this Chapter 11 case. The notion seeks
perm ssion of the court to pay in due course the real estate taxes
that Krystal is obligated to pay under the terns of the nunerous
and various nonresidential real property |leases to which it is a
party. The issue to be decided is whether the taxes constitute
“obligations” within the neaning of 8 365(d)(3) of the Bankruptcy

Code that are required to be paid by the debtor on a current basis.

The Bankruptcy Code was anmended in 1984 with the addition of
8 365(d)(3), which in pertinent part provides:
The trustee shall tinely perform all the

obligations of the debtor, except those
specified in section 365(b)(2), arising from



and after the order for relief wunder any

unexpired |ease of nonr esi dent i al real
property, until such l|ease is assuned or
rej ected, notw thstandi ng section 503(b)(1) of
this title.

11 U.S.C. § 365(d)(3). Krystal contends that the real estate taxes
it is required to pay under the terns of its |eases are
"obligations”™ within the nmeaning of this section and that these
obligations nmust be paid in full at the time they conme due under
the | eases. The Oficial Commttee of Creditors Hol di ng Unsecured
Claims ("Commttee") disagrees wth Krystal's reading of 8§
365(d)(3) and argues instead that tax obligations owed by the
debtor to a landlord which come due under the terns of a |ease
during the postpetition - prerejection period ("prerejection
period") are payable, not in full, but only to the extent that the
obligation can be apportioned or allocated to the prerejection
peri od. Thus, according to the Conmittee, tax obligations that
could be said to have accrued during the prepetition period nust
not be paid under 8§ 365(d)(3) in order to prevent windfalls to

| andl ords at the expense of other unsecured creditors.

Most courts agree that 8§ 365(d)(3) is intended to require
debtors to pay their rent obligations in full and wi thout proration
as they conme due during the prerejection period. Towers V.
Chickering & Gregory (In re Pacific-Atlantic Trading Co.) 27 F.3d

401 (9th Gr. 1994); Joshua Fruchter, To Bind or Not to Bind -



Bankruptcy Code § 365(d)(3): Statutory Mnefield, 68 Am Bankr. L

J. 437, 460-62 (1994) (hereinafter Fruchter); contra In re M.
Gatti's, Inc., 164 B.R 929, 937-42 (Bankr. WD. Tex 1994)
(disagreeing with the majority view but collecting the cases for
and against it). As for tax obligations of the debtor com ng due
in the prerejection period, the courts are split. The majority
hold that §8 365(d)(3) requires a debtor to pay (as an
adm ni strative expense) only such taxes as can be allocated to the
prerejection period, and these courts thus prorate tax bills that
arrive during the prerejection periodto the prepetition (unsecured
claimp and prerejection (admnistrative clain) periods. They
requi re paynment under 8§ 365(d)(3) only of those taxes than can be
said to have "accrued" during the prerejection period. Schneider
& Reiff v. WIlliamSchneider, Inc. (Inre WIIliamSchneider, Inc.),
175 B. R 769 (S.D Fl a. 1994); Child Weorld, I nc. V.
Campbel | / Massachusetts Trust (In re Child Wrld, Inc.), 161 B. R

571 (S.D.N. Y. 1993); In re Al For A Dollar, Inc., 174 B.R 358
(Bankr. D. Mass. 1994); Inre Almac's, Inc., 167 B.R 4 (Bankr. D
R 1. 1994). The mnority positionis nost fully statedinlinre R
H Macy & Co., 152 B.R 869 (Bankr. S.D.N. Y. 1993), which held that
a Chapter 11 debtor was required to pay all the taxes represented
in a tax bill that cane due under the debtor's |ease during the
prerejection period w thout regard to when the taxes accrued. This

so-called "billing date" theory is al so adopted in Inland' s Monthly



| ncone Fund, L.P. v. Duckwall-Alco Stores, Inc. (In re Duckwall -

Alco Stores, Inc.), 150 B.R 965, 976 n. 23 (D. Kan. 1993).

The nost natural reading of 8§ 365(d)(3) leads to the
conclusion that Congress neant to require paynent of all the
debtor's obligations falling due under its | ease until such tinme as
the debtor rejects the I ease in question. Essentially the statute
requires the debtor to "tinely perfornf its "obligations
under any unexpired lease . . . ." until the | ease has been assuned
or rejected. That |anguage clearly includes tax reinbursenent
paynents to the landlord if and when called for by the | ease. The
problem is caused by the additional |anguage of the statute,
"arising fromand after the order for relief,” which nodifies the
word "obligations.” Courts adopting the accrual theory believe
this language allows themto adhere to the pre-1984 (pre-section
365(d) (3)) practice of prorating taxes between the prepetition and
prerejection periods because they mstakenly assunme that the
"arising fronmt |anguage of the statute neans that the obligation
must sonehow arise from the prerejection period--that is, be an

adm ni strative expense--before the obligation is payabl e.

This court disagrees because other |anguage wthin the
statute, "notwithstanding section 503(b)(1) of this title,"
directly precludes viewing such obligations as admnistrative

expenses. The "notw t hst andi ng" phrase neans that the obligations



in question are to be paid "in spite of" the operation of §
503(b) (1), which would otherwise |limt postpetition paynents to
t hose necessary for "preserving the estate.” See In re Washi ngton
Mg. Co., Nos. 388-01467, -01468, -01469, 1993 W 156083, (MD.
Tenn. May 11, 1993). Thus, these prerejection obligations are not
to be viewed as adm ni strative expenses, but as obligations to be
"tinmely perfornied]"” under the | ease. Moreover, since the paynent
of these obligations is not designed to preserve the estate (but
rat her the vul nerabl e | andl ord), the concepts of accrual, proration
and al | ocati on--so necessary for distinguishing between prepetition
debts and adm ni strative expenses in the context of 8 503(b)(1)--

are irrelevant and i napplicable under 8 365(d)(3).

That 8§ 365(d)(3) was designed to protect the | andlord rather
than the estate by disarm ng 8 503(b)(1)'s practices and procedures
may be readily seen in the legislative history of 8§ 365(d)(3).
Senator Orin Hatch, a conferee on the 1984 amendnents, nade the

foll ow ng renmarKks:

This subtitle contains three maj or substantive
provisions which are intended to renedy
serious problenms caused shopping centers and
their solvent tenants by the adm ni stration of
t he bankruptcy code.

A second and related problem is that
during the time the debtor has vacated space
but has not yet deci ded whether to assunme or
reject the lease, the trustee has stopped
maki ng paynents due under the | ease. These

5



paynments include rent due the l|andlord and
common area charges which are paid by all the
tenants according to the anount of space they
| ease. In this situation, the landlord is
forced to provide current services - the use
of its property, wutilities, security, and
ot her services - without current paynent. No
other creditor is put in this position. In
addi ti on, the other tenants nust often
i ncrease their common area charge paynments to
conpensate for the trustee's failure to make
the required paynents for the debtor. Thi s
bill would | essen these problenms by requiring
the trustee to performall the obligations of
the debtor wunder a |ease of nonresidential
real property at the time required in the
| ease. This tinely performance requirenent
will insure that debtor-tenants pay their
rent, common area, and other charges on tine
pendi ng the trustee's assunption or rejection
of the | ease.

H R Rep. No. 882, 95th Cong., 2d Sess. 1984, reprinted in 1984

US CCAN 576 (enphasis added).

Senator Hatch's remarks avoid the confusing "arising fromand
after” | anguage of 8§ 365(d)(3) and significantly make no nenti on of
the concepts of accrual or proration of charges. There is no
menti on of "actual or necessary" expenses as m ght be expected if
8§ 503(b)(1) were still operative. There is only the categorica
"tinmely performance requirenent” as an antidote to the problens
"caused . . . by the adm nistration of the bankruptcy code.” When
read in conjunction with the statute as it nust be, this "problent
| anguage can only refer to 8 503(b)(1), for that is the subsection

specifically overridden by the amendnent. Section 503(b)(1)'s



essential concepts, accrual and proration, cannot be shown to have
survived in 8 365(d)(3), where they are unnecessary on a plain

reading of the statute, and it nmakes no sense to force them

The | egislative solution to a probl emneed not necessarily be
a perfect solution, and there are doubtless cases that can be
i mgi ned in which the court's reading of the statute in question
m ght produce dubious results, as where rent or sonme other |ease
obligation is payable in one yearly installnent, or perhaps every
several years. Actually, these situations are not nearly as
serious as they might seem at first blush, and policy argunents
based on supposed anonal ous results, such as those nmade in In re
Child World, Inc., 161 B.R at 576, overlook renedies already

available in the Code. See Fruchter at 468-71

Froma reading of the statute and its legislative history, it
appears that Congress specifically intended to except a tenant's
| ease obligations to his landlord fromthe workings of the Code's
adm ni strative expense provisions because Congress believed
nonresidential |andlords and their other solvent tenants were
particul arly vul nerabl e creditors under the ol d procedures. Rather
than forcing the landlord to take the initiative, apply for, and
wait for an adm nistrative expense all owance, as it was required to
do before 1984, Congress intended 8 365(d)(3) to shift the burden

of indecision to the debtor: the debtor nust now continue to



performall the obligations of its |lease or nmake up its mnd to
reject it before sonme onerous paynent cones due during the
prerejection period. That is a sensible adjustnent of this

particul ar debtor-creditor rel ationship.

For the foregoing reasons, the court concludes that 8§
365(d) (3) requires a debtor under an unexpired, nonresidential real
estate | ease to performthe obligations of that |ease, including
t he rei nmbursenment of real estate taxes paid by the landlord, at the

time they cone due according to the terns of the |ease.

The parties are directed to submt a proposed order in

accordance this nmenorandum

JOHN C. COOK
Uni ted States Bankruptcy Judge



